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months in the short period, if applica-
ble). However, in any event, an amount
otherwise allowable under subdivision
(ii) of this subparagraph shall be al-
lowed notwithstanding the fact that it
may bring the deductions allowable to
a total representing a period of more
than 12 months (or number of months
in the short period, if applicable).

(ii) In any case in which it is estab-
lished to the satisfaction of the Com-
missioner that the taxpayer does not
intend to avoid taxes, one-tenth of
such amount shall be allowed as a de-
duction in each of the 10 succeeding
taxable years—

(a) Commencing with the taxable
year for which such amount is not al-
lowed as a deduction under subpara-
graph (1), or

(b) In the case of such amount not al-
lowed for a taxable year ending before
July 1, 1964, commencing with either
the first or second taxable year after
the taxable year for which such
amount is not allowed as a deduction
under subparagraph (1) if the taxpayer
has not taken a deduction on his re-
turn, or filed a claim for credit or re-
fund, in respect of such amount under

(a).

Normally, if the deduction not allowed
under subparagraph (1) is a result of a
change, not requested by the taxpayer,
in the taxpayer’s annual accounting
period or dividend or interest payment
or crediting dates solely as a con-
sequence of a requirement of a Federal
or State regulatory authority, or if the
deduction is not allowed solely as a re-
sult of the taxpayer being a party to an
acquisition to which section 381(a) ap-
plies, the Commissioner will permit
the allowance of the amount not al-
lowed in the manner provided in this
subdivision. Nothing set forth in this
subdivision shall be construed as per-
mitting the allowance of a credit or re-
fund for any year which is barred by
the limitations on credit or refund pro-
vided by section 6511.

(iii) If the total of the amounts, if
any, allowed under subdivisions (i) and
(ii) of this subparagraph before the tax-
able year in which the taxpayer
liquidates or otherwise ceases to en-
gage in trade or business is less than
the amount not allowed under subpara-
graph (1), there shall be allowed a de-
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duction in such taxable year for the
difference between the amount not al-
lowed under subparagraph (1) and the
amounts allowed, if any, as deductions
under subdivisions (i) and (ii) unless
the circumstances under which the tax-
payer ceased to do business constitute
an acquisition described in section
381(a) (relating to carryovers in certain
corporate acquisitions). If the cir-
cumstances under which the taxpayer
ceased to do business constitute an ac-
quisition described in section 381(a),
the acquiring corporation shall succeed
to and take into account the balance of
the amounts not allowed on the same
basis as the taxpayer, had it not ceased
to engage in business.

[T.D. 6500, 25 FR 11720, Nov. 26, 1960]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.461-1, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

§1.461-2 Contested liabilities.

(a) General rule—(1) Tazxable year of
deduction. If—

(i) The taxpayer contests an asserted
liability,

(ii) The taxpayer transfers money or
other property to provide for the satis-
faction of the asserted liability,

(iii) The contest with respect to the
asserted liability exists after the time
of the transfer, and

(iv) But for the fact that the asserted
liability is contested, a deduction
would be allowed for the taxable year
of the transfer (or, in the case of an ac-
crual method taxpayer, for an earlier
taxable year for which such amount
would be accruable),

then the deduction with respect to the
contested amount shall be allowed for
the taxable year of the transfer.

(2) Exception. Subparagraph (1) of this
paragraph shall not apply in respect of
the deduction for income, war profits,
and excess profits taxes imposed by the
authority of any foreign country or
possession of the United States, includ-
ing a tax paid in lieu of a tax on in-
come, war profits, or excess profits oth-
erwise generally imposed by any for-
eign country or by any possession of
the United States.

(3) Refunds includible in gross income.
If any portion of the contested amount
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which is deducted under subparagraph
(1) of this paragraph for the taxable
year of transfer is refunded when the
contest is settled, such portion is in-
cludible in gross income except as pro-
vided in §1.111-1, relating to recovery
of certain items previously deducted or
credited. Such refunded amount is in-
cludible in gross income for the taxable
year of receipt, or for an earlier tax-
able year if properly accruable for such
earlier year.

(4) Examples. The provisions of this
paragraph are illustrated by the fol-
lowing examples:

Example 1. X Corporation, which uses an
accrual method of accounting, in 1964 con-
tests $20 of a $100 asserted real property tax
liability but pays the entire $100 to the tax-
ing authority. In 1968, the contest is settled
and X receives a refund of $5. X deducts $100
for the taxable year 1964, and includes $5 in
gross income for the taxable year 1968 (as-
suming §1.111-1 does not apply to such
amount). If in 1964 X pays only $80 to the
taxing authority, X deducts only $80 for 1964.
The result would be the same if X Corpora-
tion used the cash method of accounting.

Example 2. Y Corporation makes its return
on the basis of a calendar year and uses an
accrual method of accounting. Y’s real prop-
erty taxes are assessed and become a lien on
December 1, but are not payable until March
1 of the following year. On December 10, 1964,
Y contests $20 of the $100 asserted real prop-
erty tax which was assessed and became a
lien on December 1, 1964. On March 1, 1965, Y
pays the entire $100 to the taxing authority.
In 1968, the contest is settled and Y receives
a refund of $5. Y deducts $80 for the taxable
year 1964, deducts $20 for the taxable year
1965, and includes $5 in gross income for the
taxable year 1968 (assuming §1.111-1 does not
apply to such amount).

(b) Production costs—(1) In general; as-
serted liability. For purposes of para-
graph (a)(1) of this section, the term
“‘asserted liability” means an item
with respect to which, but for the ex-
istence of any contest in respect of
such item, a deduction would be allow-
able under an accrual method of ac-
counting. For example, a notice of a
local real estate tax assessment and a
bill received for services may represent
asserted liabilities.

(2) Definition of the term ‘‘contest’.
Any contest which would prevent ac-
crual of a liability under section 461(a)
shall be considered to be a contest in
determining whether the taxpayer sat-
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isfies paragraph (a)(1)(i) of this section.
A contest arises when there is a bona
fide dispute as to the proper evaluation
of the law or the facts necessary to de-
termine the existence or correctness of
the amount of an asserted liability. It
is not necessary to institute suit in a
court of law in order to contest an as-
serted liability. An affirmative act de-
nying the validity or accuracy, or both,
of an asserted liability to the person
who is asserting such liability, such as
including a written protest with pay-
ment of the asserted liability, is suffi-
cient to commence a contest. Thus,
lodging a protest in accordance with
local law is sufficient to contest an as-
serted liability for taxes. It is not nec-
essary that the affirmative act denying
the validity or accuracy, or both, of an
asserted liability be in writing if, upon
examination of all the facts and cir-
cumstances, it can be established to
the satisfaction of the Commissioner
that a liability has been asserted and
contested.

(3) Example. The provisions of this
paragraph are illustrated by the fol-
lowing example:

Example: O Corporation makes its return
on the basis of a calendar year and uses an
accrual method of accounting. O receives a
large shipment of typewriter ribbons from S
Company on January 30, 1964, which O pays
for in full on February 10, 1964. Subsequent
to their receipt, several of the ribbons prove
defective because of inferior materials used
by the manufacturer. On August 9, 1964, O
orally notifies S and demands refund of the
full purchase price of the ribbons. After ne-
gotiations prove futile and a written demand
is rejected by S, O institutes an action for
the full purchase price. For purposes of para-
graph (a)(1)(i) of this section, S has asserted
a liability against O which O contests on Au-
gust 9, 1964. O deducts the contested amount
for 1964.

(c) Transfer to provide for the satisfac-
tion of an asserted liability—(1) In gen-
eral. (i) A taxpayer may provide for the
satisfaction of an asserted liability by
transferring money or other property
beyond his control to—

(A) The person who is asserting the
liability;

(B) An escrowee or trustee pursuant
to a written agreement (among the
escrowee or trustee, the taxpayer, and
the person who is asserting the liabil-
ity) that the money or other property
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be delivered in accordance with the
settlement of the contest;

(C) An escrowee or trustee pursuant
to an order of the United States or of
any State or political subdivision
thereof or any agency or instrumen-
tality of the foregoing, or of a court,
that the money or other property be
delivered in accordance with the settle-
ment of the contest; or

(D) A court with jurisdiction over the
contest.

(ii) In order for money or other prop-
erty to be beyond the control of a tax-
payer, the taxpayer must relinquish all
authority over the money or other
property.

(iii) The following are not transfers
to provide for the satisfaction of an as-
serted liability—

(A) Purchasing a bond to guarantee
payment of the asserted liability;

(B) An entry on the taxpayer’s books
of account;

(C) A transfer to an account that is
within the control of the taxpayer;

(D) A transfer of any indebtedness of
the taxpayer or of any promise by the
taxpayer to provide services or prop-
erty in the future; and

(E) A transfer to a person (other than
the person asserting the liability) of
any stock of the taxpayer or of any
stock or indebtedness of a person re-
lated to the taxpayer (as defined in sec-
tion 267(b)).

(2) Examples. The provisions of this
paragraph are illustrated by the fol-
lowing examples:

Example 1. M Corporation contests a $5,000
liability asserted against it by L Company
for services rendered. To provide for the con-
tingency that it might have to pay the li-
ability, M establishes a separate bank ac-
count in its own name. M then transfers
$5,000 from its general account to such sepa-
rate account. Such transfer does not qualify
as a transfer to provide for the satisfaction
of an asserted liability because M has not
transferred the money beyond its control.

Example 2. M Corporation contests a $5,000
liability asserted against it by L Company
for services rendered. To provide for the con-
tingency that it might have to pay the li-
ability, M transfers $5,000 to an irrevocable
trust pursuant to a written agreement
among the trustee, M (the taxpayer), and L
(the person who is asserting the liability)
that the money shall be held until the con-
test is settled and then disbursed in accord-
ance with the settlement. Such transfer
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qualifies as a transfer to provide for the sat-
isfaction of an asserted liability.

(d) Contest exists after transfer. In
order for a contest with respect to an
asserted liability to exist after the
time of transfer, such contest must be
pursued subsequent to such time. Thus,
the contest must have been neither set-
tled nor abandoned at the time of the
transfer. A contest may be settled by a
decision, judgment, decree, or other
order of any court of competent juris-
diction which has become final, or by
written or oral agreement between the
parties. For example, Z Corporation,
which uses an accrual method of ac-
counting, in 1964 contests a $100 as-
serted liability. In 1967 the contested
liability is settled as being $80 which Z
accrues and deducts for such year. In
1968 Z pays the $80. Section 461(f) does
not apply to Z with respect to the
transfer because a contest did not exist
after the time of such transfer.

(e) Deduction otherwise allowed—(1) In
general. The existence of the contest
with respect to an asserted liability
must prevent (without regard to sec-
tion 461(f)) and be the only factor pre-
venting a deduction for the taxable
year of the transfer (or, in the case of
an accrual method taxpayer, for an
earlier taxable year for which such
amount would be accruable) to provide
for the satisfaction of such liability.
Nothing in section 461(f) or this section
shall be construed to give rise to a de-
duction since section 461(f) and this
section relate only to the timing of de-
ductions which are otherwise allowable
under the Code.

(2) Application of economic performance
rules to transfers under section 461(f). (i)
A taxpayer using an accrual method of
accounting is not allowed a deduction
under section 461(f) in the taxable year
of the transfer unless economic per-
formance has occurred.

(ii) Economic performance occurs for
liabilities requiring payment to an-
other person arising out of any workers
compensation act or any tort, or any
other liability designated in §1.461-4(g),
as payments are made to the person to
which the liability is owed. Except as
provided in section 468B or the regula-
tions thereunder, economic perform-
ance does not occur when a taxpayer
transfers money or other property to a
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trust, an escrow account, or a court to
provide for the satisfaction of an as-
serted workers compensation, tort, or
other liability designated under §1.461-
4(g) that the taxpayer is contesting un-
less the trust, escrow account, or court
is the person to which the liability is
owed or the taxpayer’s payment to the
trust, escrow account, or court dis-
charges the taxpayer’s liability to the
claimant. Rather, economic perform-
ance occurs in the taxable year the
taxpayer transfers money or other
property to the person that is asserting
the workers compensation, tort, or
other liability designated under §1.461-
4(g) that the taxpayer is contesting or
in the taxable year that payment is
made from a trust, an escrow account,
or a court registry funded by the tax-
payer to the person to which the liabil-
ity is owed.

(3) Examples. The provisions of this
paragraph are illustrated by the fol-
lowing examples:

Example 1. A, an individual, makes a gift of
certain property to B, an individual. A pays
the entire amount of gift tax assessed
against him but contests his liability for the
tax. Section 275(a)(3) provides that gift taxes
are not deductible. A does not satisfy the re-
quirement of paragraph (a)(1)(iv) of this sec-
tion because a deduction would not be al-
lowed for the taxable year of the transfer
even if A did not contest his liability to the
tax.

Example 2. Corporation X is a defendant in
a class action suit for tort liabilities. In 2002,
X establishes a trust for the purpose of satis-
fying the asserted liability and transfers
$10,000,000 to the trust. The trust does not
satisfy the requirements of section 468B or
the regulations thereunder. In 2004, the
trustee pays $10,000,000 to the plaintiffs in
settlement of the litigation. Under para-
graph (e)(2) of this section, economic per-
formance with respect to X’s liability to the
plaintiffs occurs in 2004. X may deduct the
$10,000,000 payment to the plaintiffs in 2004.

(f) Treatment of money or property
transferred to an escrowee, trustee, or
court and treatment of any income attrib-
utable thereto. [Reserved]

(g) Effective dates. (1) Except as other-
wise provided, this section applies to
transfers of money or other property in
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16,
1954.

(2) Paragraph (¢)(1)(iii)(E) of this sec-
tion applies to transfers of any stock of
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the taxpayer or any stock or indebted-
ness of a person related to the taxpayer
on or after November 19, 2003.

(3) Paragraph (e)(2)(i) of this section
applies to transfers of money or other
property after July 18, 1984.

(4) Paragraph (e)(2)(ii) and paragraph
(e)(3) Example 2 of this section apply
to—

(i) Transfers after July 18, 1984, of
money or other property to provide for
the satisfaction of an asserted workers
compensation or tort liability; and

(ii) Transfers in taxable years begin-
ning after December 31, 1991, of money
or other property to provide for the
satisfaction of asserted liabilities des-
ignated in §1.461-4(g) (other than liabil-
ities for workers compensation or
tort).

[T.D. 6772, 29 FR 15753, Nov. 24, 1964, as
amended by T.D. 8408, 57 FR 12421, Apr. 10,
1992; T.D. 9095, 68 FR 65636, Nov. 21, 2003; T.D.
9140, 69 FR 43303, July 20, 2004]

§1.461-3 Prepaid interest. [Reserved]

§1.461-4 Economic performance.

(a) Introduction—(1) In general. For
purposes of determining whether an ac-
crual basis taxpayer can treat the
amount of any liability (as defined in
§1.446-1(c)(1)(ii)(B)) as incurred, the all
events test is not treated as met any
earlier than the taxable year in which
economic performance occurs with re-
spect to the liability.

(2) Overview. Paragraph (b) of this
section lists exceptions to the eco-
nomic performance requirement. Para-
graph (c¢) of this section provides cross-
references to the definitions of certain
terms for purposes of section 461 (h)
and the regulations thereunder. Para-
graphs (d) through (m) of this section
and §1.461-6 provide rules for deter-
mining when economic performance oc-
curs. Section 1.461-5 provides rules re-
lating to an exception under which cer-
tain recurring items may be incurred
for the taxable year before the year
during which economic performance
occurs.

(b) Exceptions to the economic perform-
ance requirement. Paragraph
(a)(2)(iii)(B) of §1.461-1 provides exam-
ples of liabilities that are taken into
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